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In the complex world of commodities trading and risk management, hedging strategies play a vital
role in protecting traders, producers, and investors from unfavorable price movements. Among the
various hedging techniques, one intriguing approach involves using futures contracts on different
commodities to hedge against price volatility in a specific commodity. This strategy, often
misunderstood or misclassified, is known as cross-hedging. In this article, we will explore the concept
of hedging one commodity using a futures contract on another, understand its underlying principles,
examine its advantages and disadvantages, and clarify its classification within the realm of hedging
techniques.

---

Understanding Hedging in Commodities Trading

What is Hedging?

Hedging in commodities trading refers to the practice of taking an offsetting position in futures or
options contracts to mitigate the risk of adverse price movements of the underlying commodity. The
primary goal is to lock in prices, thereby providing certainty and reducing exposure to market
volatility.

Types of Hedging Strategies

- Perfect Hedging: When the futures position perfectly offsets the price risk of the spot position, often
achieved with a one-to-one correlation.
- Imperfect Hedging: When the hedge does not perfectly correlate with the underlying asset, leading
to residual risk.
- Cross-Hedging: Hedging a commodity with futures contracts on a different but related commodity.

---

What Is Cross-Hedging?



Definition of Cross-Hedging

Cross-hedging is a risk management strategy where an investor or producer uses futures contracts on
a different commodity to hedge against price fluctuations in the target commodity. This technique is
employed when there are no suitable futures contracts available for the specific commodity, or when
the existing futures are not sufficiently liquid.

How Does Cross-Hedging Work?

In cross-hedging, the trader:

- Identifies a related commodity whose futures are liquid and have a significant correlation with the
target commodity.
- Establishes a futures position on this related commodity to offset potential price risks.
- Monitors and adjusts the hedge as market conditions evolve.

Example of Cross-Hedging

Suppose a wheat farmer wants to hedge against falling wheat prices but finds limited suitable wheat
futures contracts. Instead, the farmer might use soybean futures, assuming that wheat and soy prices
tend to move somewhat in tandem due to similar supply and demand factors. By taking a position in
soybean futures, the farmer aims to offset potential losses in wheat prices.

---

Is Hedging One Commodity with a Futures Contract on
Another Commodity a Group of Answer Choices?

The Classification of the Strategy

The question posed—"Hedging one commodity by using a futures contract on another
commodity"—relates to how this strategy is categorized within hedging techniques. The options
typically include:

- Perfect Hedge
- Imperfect Hedge
- Cross-Hedging
- Speculation

The correct classification for using futures on a different commodity to hedge the price risk of the
target commodity is cross-hedging.



Why Is It Cross-Hedging?

Because the hedge involves two different commodities—one being the actual underlying asset (e.g.,
wheat) and the other being a related but different commodity (e.g., soy)—it falls under the cross-
hedging strategy. This approach is distinct from perfect or direct hedging, which involves futures
contracts on the same commodity.

---

Advantages of Cross-Hedging

- Availability of Hedging Instruments: When futures contracts for the specific commodity are
unavailable or illiquid, cross-hedging offers a viable alternative.
- Flexibility: It allows market participants to manage risks even with limited direct hedging options.
- Cost-Effective: Sometimes, cross-hedging may be more economical than other risk mitigation
strategies.

---

Disadvantages and Risks of Cross-Hedging

- Basis Risk: The primary challenge is basis risk—the risk that the price difference between the target
commodity and the related commodity does not move in perfect correlation, leading to imperfect
hedge effectiveness.
- Correlation Dependency: The success of cross-hedging depends heavily on the historical and current
correlation between the two commodities.
- Potential for Larger Losses: Due to basis risk, the hedge might not fully offset losses, resulting in
residual exposure.

---

Key Factors Influencing the Effectiveness of Cross-
Hedging

- Correlation Coefficient: Higher correlation coefficients (close to 1) improve hedge effectiveness.
- Time Horizon: The correlation might vary over different periods, affecting the hedge's reliability.
- Market Conditions: Changes in supply and demand, geopolitical events, and macroeconomic factors
can influence correlations unpredictably.

---



Practical Applications of Cross-Hedging

- Agricultural Commodities: Farmers or traders may use futures of related crops to hedge their
exposure.
- Energy Markets: Oil producers might hedge with refined petroleum product futures if crude oil
futures are illiquid.
- Metal Markets: Gold producers could hedge with silver futures if silver's price movements are
correlated with gold.

---

Conclusion: Is Hedging One Commodity with a Futures
Contract on Another Commodity a Group of Answer
Choices?

The strategy of using futures contracts on a different commodity to hedge against price fluctuations in
the target commodity is classified as cross-hedging. This approach is a practical solution when direct
hedging instruments are unavailable or illiquid. While cross-hedging offers flexibility and broader risk
management options, it also introduces basis risk, which can diminish hedge effectiveness.

Understanding the nuances of cross-hedging is essential for traders, producers, and investors aiming
to mitigate risks in commodity markets effectively. Proper analysis of correlations and market
conditions is vital to ensure that the hedge provides meaningful protection.

---

Final Remarks

In the context of the multiple-choice options, the correct answer to the question—"Hedging one
commodity by using a futures contract on another commodity"—is cross-hedging. Recognizing this
classification helps market participants develop appropriate strategies and manage their commodity
exposure more effectively.
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- Hedging techniques

By understanding and correctly applying cross-hedging strategies, market participants can better
navigate the complexities of commodity markets and safeguard their financial interests against
unpredictable price swings.

Frequently Asked Questions

What is the term for hedging one commodity by using a
futures contract on another commodity?
The practice is called cross-commodity hedging or cross-hedging.

Which strategy involves using futures contracts on a different
but related commodity to hedge price risk?
This strategy is known as cross-hedging.

What is the primary purpose of hedging one commodity with
futures contracts on another commodity?
The primary purpose is to manage or reduce price risk when direct futures are unavailable or illiquid.

Is cross-hedging considered more risky than direct hedging?
Yes, because the price relationship between the two commodities may not be perfectly correlated,
increasing basis risk.

Which factors influence the effectiveness of using a futures
contract on a different commodity for hedging?
Factors include the correlation between the two commodities, basis risk, and market volatility.

Can you give an example of cross-commodity hedging?
Yes, for example, a wheat producer hedging with soybean futures if wheat futures are unavailable or
illiquid.

What is a key risk associated with hedging one commodity
using futures on another?
Basis risk, which arises from the imperfect correlation between the two commodities' prices.



In what scenarios might traders prefer cross-commodity
hedging?
When suitable futures contracts for the specific commodity are unavailable or less liquid, traders may
use related commodity futures.

How does the effectiveness of cross-hedging compare to
direct hedging?
Cross-hedging is generally less effective due to imperfect correlation and increased basis risk.

What is the correct term used in finance for hedging one
commodity with futures contracts on another commodity?
It is called cross-commodity hedging or cross-hedging.

Additional Resources
Hedging One Commodity By Using A Futures Contract On Another Commodity Is Called

Hedging strategies are essential tools in the world of commodities trading, allowing producers,
consumers, and investors to manage price risks effectively. Among these strategies, one particularly
interesting approach involves using futures contracts on one commodity to hedge against price
movements in another. This method is known as cross-commodity hedging or cross-hedging, and it
offers a nuanced way to mitigate risks when direct hedging instruments are unavailable or less liquid.
Understanding this approach requires a detailed exploration of its mechanisms, benefits, limitations,
and practical applications.

Understanding Cross-Commodity Hedging

Cross-commodity hedging refers to the practice of using futures contracts on a different, but related,
commodity to hedge against price fluctuations of the target commodity. Unlike traditional
hedging—where an investor uses futures contracts on the same commodity—cross-hedging relies on
the correlation between two commodities to transfer risk effectively.

What Is Cross-Hedging?

Cross-hedging involves taking a position in a futures contract on a commodity that is different from
the underlying asset being hedged. The primary assumption behind this strategy is that the prices of
the two commodities are correlated—either positively or negatively—such that movements in one
tend to predict or mirror movements in the other.

For example, a wheat farmer might use soybeans futures to hedge wheat price risk if wheat futures
are illiquid or unavailable. The farmer would expect that wheat and soybeans prices tend to move



together to some degree, enabling the futures contract on soybeans to serve as a proxy hedge.

Why Use Cross-Hedging?

- Lack of Direct Futures Market: Some commodities may not have active futures markets, making
direct hedging impractical.
- Liquidity Concerns: Futures contracts on the target commodity may be illiquid or have wide bid-ask
spreads, increasing transaction costs.
- Cost Efficiency: Using more liquid or cheaper futures contracts on related commodities may reduce
overall hedging costs.
- Diversification of Risk Management Strategies: When traditional hedging options are limited, cross-
hedging provides an alternative.

Mechanics of Cross-Commodity Hedging

Implementing a cross-hedge involves several critical steps:

Step 1: Identify Related Commodities
- The first step is selecting a commodity whose futures prices are correlated with the target
commodity.
- The correlation coefficient (r) between the two commodities' prices is a key metric; higher
correlations imply more effective hedging.

Step 2: Quantify the Relationship
- Statistical analysis, such as calculating the correlation coefficient over historical data, helps
determine the strength and direction of the relationship.
- Regression analysis may also be used to estimate the hedge ratio—the number of futures contracts
needed to hedge a given exposure.

Step 3: Calculate the Hedge Ratio
- The hedge ratio (h) is often derived from the ratio of the covariance of the two commodities' prices
to the variance of the futures contract.
- The formula:
\[
h = \frac{\text{Covariance of Spot and Futures prices}}{\text{Variance of Futures prices}}
\]
- This ratio indicates how many futures contracts are necessary to hedge the exposure effectively.



Step 4: Execute the Hedge
- Based on the hedge ratio, the hedger takes a position in the futures market—buying or selling
contracts—corresponding to their exposure.
- Monitoring and adjusting the hedge over time are crucial as correlations and market conditions
evolve.

Advantages of Cross-Commodity Hedging

Implementing this strategy offers several benefits:

- Enhanced Flexibility: Allows hedgers to manage risks even when direct futures are unavailable.
- Cost-Effectiveness: Using more liquid or cheaper futures contracts can reduce transaction costs.
- Broader Risk Management: Provides a tool to hedge multiple or complex exposures across related
commodities.
- Improved Liquidity Management: Facilitates hedging in markets with limited direct futures options.

Key Features
- Relies on correlation rather than identical underlying assets.
- Requires statistical analysis to determine effectiveness.
- Often involves more complex modeling compared to direct hedging.

Limitations and Challenges of Cross-Commodity
Hedging

Despite its advantages, cross-hedging has notable limitations:

Correlation Risk
- The effectiveness hinges on the strength of the correlation, which can vary over time.
- Unexpected shifts in the relationship can lead to incomplete or ineffective hedges.

Basis Risk
- Basis risk arises when the difference between spot and futures prices (the basis) behaves
unpredictably.
- In cross-hedging, basis risk can be higher because the relationship between commodities may not
be perfectly stable.



Modeling Complexity
- Accurately estimating hedge ratios requires sophisticated statistical models and historical data.
- Misestimation can result in over- or under-hedging.

Market Liquidity and Price Volatility
- Futures markets may experience liquidity issues or high volatility, impacting the ability to execute or
unwind positions.

Operational Risks
- Continuous monitoring and adjustment of hedge positions demand expertise and resources.

Practical Applications of Cross-Commodity Hedging

Cross-commodity hedging is applied across various sectors and scenarios:

Agricultural Sector
- A wheat producer might hedge using soybean futures if wheat futures are illiquid.
- A livestock farmer might hedge feed costs using corn futures if direct grain futures are unavailable.

Energy Markets
- Oil companies might hedge crude oil price risk using refined product futures if direct crude futures
are illiquid.
- Electricity generators may hedge fuel costs using related energy commodity futures.

Metal and Mineral Industries
- Copper producers might hedge using futures on related metals like zinc or nickel if copper futures
are limited.

Financial Markets
- Investors may hedge currency risk with futures on related currencies or indices.

Conclusion

Hedging one commodity by using a futures contract on another commodity is called cross-hedging or



cross-commodity hedging. This strategy offers a valuable alternative when direct futures markets are
unavailable, illiquid, or costly, enabling market participants to manage risk more flexibly. By
leveraging the correlation between related commodities, traders and producers can mitigate price
uncertainties and stabilize revenues or costs.

However, cross-hedging is not without its challenges. The effectiveness of this approach depends
heavily on the stability of the relationship between the commodities, the accuracy of statistical
models used to determine hedge ratios, and the market conditions affecting liquidity and volatility.
While it provides a broader toolkit for risk management, it necessitates careful analysis, ongoing
monitoring, and expertise to implement successfully.

In practice, cross-commodity hedging can be a powerful component of a comprehensive risk
management strategy, particularly in complex or less liquid markets. When executed carefully, it can
reduce exposure, lower costs, and provide greater flexibility. Nevertheless, market participants must
remain vigilant about the risks associated with correlation changes and basis movements,
continuously assessing whether the hedge remains effective.

In summary, cross-commodity hedging exemplifies the innovative and adaptive nature of modern risk
management, highlighting the importance of understanding market relationships, statistical modeling,
and strategic planning to safeguard against unpredictable price swings in the commodities markets.
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